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MVEMORANDUM OPI NI ON

COLVI N, Judge: Respondent determ ned that petitioners are

l'iable for
$16, 739 for

Af ter

deficiencies in Federal incone tax of $4,931 for 1993,
1994, and $14, 229 for 1995.

concessions, the sole issue for decision is whether

di scharge of indebtedness inconme froman S corporation increases

petitioners' basis in that corporation. W hold that it does
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not. See Nelson v. Conm ssioner, 110 T.C 114, 130 (1998), on

appeal (10th Gr., My 8, 1998).
Section references are to the Internal Revenue Code. Rul e
references are to the Tax Court Rules of Practice and Procedure.

Backgr ound

The parties submtted this case fully stipulated under Rul e
122.

A Petitioners

Petitioners lived in Aspen, Col orado, when they filed the
petition in this case.

B. M kama, | nc.

Petitioners were shareholders in Mkama, Inc. (Mkam), from
1988 to 1995. Mkama was an S corporation during the years in
issue. Petitioners owned a one-third interest in M kama during
the years at issue.

1. Dove Canyon

From 1987 to 1995, M kama was a general partner with a 10-
percent interest in alimted partnership known as Dove Canyon
Co. (Dove Canyon). Dove Canyon was formed in 1987 to devel op 874
acres of real property in Orange County, California. After it
bought the | and, Dove Canyon built the major inprovenents on the
property, including roads, a sewage system a golf course, a
cl ubhouse, and a swimand tennis club, and sold parcels of the
devel opnent to builders to build honmes on lots for sale to

i ndi viduals. Dove Canyon sold the |ast parcel in 1993.
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2. Di scharge of | ndebtedness | ncone

Dove Canyon nmade a profit fromits activities in its first
years. Later, a downturn in the California real estate market,
inflation, and increased interest costs resulted in significant
| osses on the project. 1In 1992 and 1993, banks forgave a
substanti al anmount of debt owed by Dove Canyon. Thus, Dove
Canyon realized $20, 345,080 in discharge of indebtedness incone
in 1992 and $11,887,728 in 1993. Cost overruns and a decline in
real estate values caused Dove Canyon's debts to exceed the val ue
of its assets. The inconme from discharge of indebtedness was
i ncluded in Dove Canyon's taxable incone since, in the case of
partnershi ps, the insolvency exception applies at the partner
| evel. See sec. 108(a)(1)(B), (d)(6).

M kama' s al | ocabl e share of discharge of indebtedness incone
from Dove Canyon was $2, 034,508 for 1992 and $1, 188,773 for 1993.
In 1992, M kama excl uded $2, 034,508 from gross i ncome under
section 108(a)(1)(B). 1In 1993, M kama excluded $952, 600 from
gross incone because section 108(a)(3) limts the section
108(a) (1) (B) exclusion to the anount by which the taxpayer is
i nsol vent .

M kama's assets in 1992 and 1993 were its partnership
interest in Dove Canyon and a snmall amount of cash. M kama had
cash before the discharge of indebtedness of $1,900 in 1992 and

$1, 100 in 1993.
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3. Petitioners' Share of the D scharge of | ndebtedness
| ncone

Petitioners' pro rata share, as one-third shareholders in
M kama, of Dove Canyon's di scharge of indebtedness inconme was
$678, 170 for 1992 and $396, 257 for 1993. Petitioners' allocable
share of the Mkama | oss was $228,330 for 1993, $50,091 for 1994,
and $623 for 1995.

4. Petitioners' Basis in Mkama

Petitioners increased their basis in Mkama by the anmount of
their di scharge of indebtedness inconme and clainmed | osses from
M kama of $228,330 in 1993, $5,032 in 1994, and $623 in 1995.
Petitioners also carried over |osses of $368,188 to 1994 and
$269, 101 to 1995. Petitioners' basis in Mkam, w thout taking
into account the discharge of indebtedness inconme, was $357 on
Decenber 31, 1993, $537 on Decenber 31, 1994, and $6 on Decenber
31, 1995.

The parties agree that, if petitioners may not increase
their basis in Mkama by their share of the Dove Canyon di scharge
of i ndebtedness incone, petitioners' deficiencies in incone tax
are $4,204 for 1993, $16,571 for 1994, and $12,437 for 1995. The
parties also agree that if petitioners prevail and as a result
may increase their basis in Mkama by the di scharge of
i ndebt edness income, no deficiencies in incone tax are due from
petitioners for 1993, 1994, and 1995.

Di scussi on

In Nel son v. Conmm ssioner, supra, we held that a sharehol der

of an insolvent S corporation may not increase his or her basis
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to reflect discharge of indebtedness incone to the S corporation.
The parties agree that Nelson controls here. Accordingly,
petitioners may not increase their basis in Mkama by their share
of the Dove Canyon di scharge of indebtedness incone.

To reflect the foregoing,

Decision will be entered

under Rul e 155.




